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FEDERAL RESERVE BANK OF PHILADELPHIA 


THE ANATOMY OF THE 
BUILDING AND MORTGAGE BOOM 


New building in 1950 (in dollar terms) 
probably will more than double 

the pre-war peak in 1926. 

Unlike the construction boom of the 1920's, 
however, the current upsurge also includes 
sharply rising prices and wages. 

Building by Government and business 

is high, but the backbone of the boom 

is residential building. 

Basic to the boom are financing arrangements 
which emphasize the monthly charge 

and the down payment rather than the price. 
Accordingly, the outstanding debt 

of home owners is greater than ever before. 
Recent Governmental policies will tend 

to hold down the growth of mortgage credit, 
and shortages and uncertainties may cause 

a lull in building late this year. 

But as new building slackens, 

inflationary pressures may reappear 

in the market for existing homes. 


CURRENT TRENDS 


The Korean conflict had a visible effect 

on business in this district during July, 
particularly in retail sales and prices. 

Bank loans continued to advance, 

and the money supply and velocity increased. 
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THE ANATOMY OF THE BUILDING AND MORTGAGE BOOM 


The construction boom is over five years old. It started 
in 1945 and it has grown with only minor interruptions 
up to the present time. It is big—just how big in phy- 
sical terms in comparison with previous booms, it is 
difficult to say. But there is no doubt that it has been 
one of the main pillars of support for our high- 
employment economy. While it is impossible to measure 
exactly, it appears that in dollar terms, this year’s total 
new construction activity will probably more than double 
that of 1926, the pre-war peak. 

The present boom is usually thought of as a housing 
boom. Actually, other types of construction are impor- 
tant, as the accompanying chart shows. Federal, state, 
and local outlays and private non-residential building 
are substantial. Yet, private residential building is the 
largest single segment of the total, and in the last year 
and a half it is this segment that has made the large 
gains. Analysis of the construction situation must, there- 
fore, be directed mainly at housing and housing finance. 

The previous history of the construction industry in 
peacetime and the uncertainties created by the Korean 
crisis suggest several questions about construction and 
housing that an analysis of the situation might try to 
answer. Has the building of the last five years satisfied 
the largest part of the demand for housing and other 
construction? If it has not and the requirements of the 
defense program make curtailment of private building 
necessary, how strong are inflationary pressures in this 


field likely to be? 


Situation at the End of World War II 


In order to get some perspective, recall the situation in 
construction, particularly housing, at the end of World 
War II. The business organization of the industry had 
been disrupted by war. Key men were in defense plants 
or the armed services, and work forces were scattered. 
Those builders 


who were ready to go to work were beset by materials 


Many firms had gone out of business. 


shortages. On the other hand, industrial and commercial 
establishments clamored for the erection of new buildings 
already planned, and the housing shortage was serious. 


State and local goverments were under strong pressure 
for new public buildings and highways. 

Building controls and restrictions had been removed 
shortly after the end of the war, and during the last 
quarter of 1945 there had been a significant gain in 
total construction; but much of the increase was in 
industrial and other non-residential building. Veterans 
looking for homes were lost in the scramble, and by 
January 1946 it was felt necessary to re-establish certain 
priorities. 

The Senate’s Special Committee on Post-war Economic 
Policy and Planning had issued a report on housing 
just before the end of World War II. Basing their judg- 


ment upon the record of housing conditions known to 
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exist at the time of the Census of 1940 and upon 
inability to build during the war years, the committee 
concluded that it would require building at the rate of 
1,200,000 new homes a year for many years to catch 
up with increased population and family formation and 
to replace obsolete structures. If incomes remained high, 
it was felt that the economy could absorb that rate of out- 
put “without fear of overbuilding and subsequent hardship 
to the construction industry.” The last was quite signifi- 
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cant, for although the need for housing had been large in 
the past, the construction industry periodically exhausted 
the effective demand for its product and suffered severe 
slumps which were felt throughout the economy. It 
would not have been wise to encourage a repetition of 
the boom-bust cycle. But here was a rate of home build- 
ing higher than any we had known in the past which, 
with some Government assistance, Congress felt could 
be sustained for many years. 


The Post-war Period 


In view of these great expectations and needs, the output 
of homes and other types of buildings in the early post- 
war months was disappointing to many. It was rec- 
ognized, in a general way, that the construction industry 
needed time to get materials and men to the job again; 
but although construction activity was increasing steadily, 
the facts that housing starts in 1946 were below the 1941 
total and that many commercial buildings remained 
mere holes in the ground for months gave rise to 
numerous complaints. Prices for construction rose 
sharply. The construction industry, especially the home 
building segment, was criticized for its antiquated build- 
ing methods, for its poor integration, for bad materials 
distribution—the same complaints, in fact, that had been 
widespread before World War II and to a small extent 
responsible for some of the pre-war housing legislation. 

Such criticism is still heard from time to time but 
the construction picture today is in sharp contrast to the 
recent past. After leveling off during the first half of 
1949, construction activity, paced by residential build- 
ing, started a climb to new records. New housing starts, 
as shown in the chart, began to exceed those of the 
previous year in July. An unprecedented rate of home 
building in the fall and winter of 1949 brought total 
starts to 1,025,100—a new all-time high. The Govern- 
ment’s estimate for 1950 is now 1,250,000—a drastic 
revision of earlier estimates. During the first seven months 
of 1950, housing starts exceeded the previous monthly 
record in every month. 

From January through August of this year, private 
expenditures for new dwelling units were 54 per cent 
higher than in the first eight months of 1949—a jump 
of $2.7 billion. Expenditures for public construction 
January through August, including a very small amount 
of residential building, were up about 9-per cent from the 
like period of 1949. A significant drop in industrial build- 
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ing brought private non-residential building outlays 
slightly below 1949 for the eight-month period, but the 
most recent monthly totals have been higher than those 
of corresponding months last year. Altogether, total new 
construction outlays in the United States for the first 


_eight months of 1950 are 20 per cent ahead of the cor- 


responding period in 1949—a rate of increase well in 
excess of $3 billion a year. 

Construction in the Third Federal Reserve District has 
also made a remarkable record in recent months. During 
the first half of 1950, on the basis of contract awards, 
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total construction appears to have improved some- 
what less than it did in the entire nation, but residential 
building alone showed a greater gain. The amount of 
the increase in contract awards for buildings of all kinds 
between the first half of 1949 and the first half of 1950 
was not at all uniform throughout the district. Activity 
in Trenton increased by more than double the district 
average, and the Harrisburg and Scranton- Wilkes-Barre 
areas also showed large gains. York, Lancaster, and 
Cumberland counties, on the contrary, experienced 
moderate declines. 

As might be expected in a well-developed, older area, 
the Third District has not shown such a great increase 
in the value of construction between the pre-war period 
and the present as have the less thickly populated areas 
of the nation. A recent Labor Department study shows 
that the number of housing starts in the Philadelphia 
metropolitan area from 1946 through 1949 was 182 per 
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10,000 population, while Los Angeles chalked up 688, and 
the national average was 237. For similar reasons, though 
on a different scale, it is probable that even within the 
Third District, building has been increasing faster outside 
the limits of heavily populated cities. 

The dollar record of construction outlays must be 
considered in the light of construction costs which have 
more than doubled since the 1920’s. After allowing for 
increased costs, it is possible that in physical volume, 
construction has not yet hit the 1926 level. It appears 
that the rate of the construction peak of 1942 has 
just been reached. In the field of non-farm residential 
building, it is true the number of new dwelling units 
started—a physical measure—currently exceeds 1925’s 
annual rate of 937,000 by far. Yet it is difficult to make 
comparisons in this segment of the industry because of 
the differences in the size and quality of homes between 
those of the ’twenties and the present. 


Construction Costs 


Unlike the construction boom of the ‘twenties, the 
present upsurge has taken place during a period of 
sharply advancing prices and wages. Between the middle 
of 1945 and the present time, building materials prices 


advanced about 70 per cent, and union hourly wage 
rates rose over 50 per cent. The Boeckh housing cost 
index, a comprehensive measure of home building costs 
in cities throughout the nation, is 52 per cent above 
the 1945 level, and the index of building costs for com- 
mercial and factory buildings has risen almost as much. 
There was one important, though temporary, reversal 
in this upward movement. It came at the end of 1948 
and lasted until the middle of 1949. A 5 per cent drop 
in the price of building materials during that period 
coincided with a general decline in business activity and 
a slackening of demand for new homes and commercial 
structures. 

With the general improvement in business and the 
spurt in home building in the second half of 1949, 
materials prices began to rise again. The upward move- 
ment had been accelerated even before the Korean crisis 
began but since the end of June, anticipation of defense 
needs has so intensified the demand for materials that 
prices have regained and passed their previous peaks. 
Average hourly earnings for nearly 2,400,000 workers 
in the construction industry have been rising steadily— 
about 6 per cent in the last year. If the Philadelphia 


area is typical of others during the last few months, it 
is likely that a substantial number of skilled men are 
being paid well in excess of union contract rates. 

High prices and wages have spurred efforts to find 
ways of increasing efficiency and cutting materials costs, 
especially in the hitherto unprogressive field of housing. 
Nothing that could be called a revolution in building 
methods has taken place in home building during the 
post-war period. For the most part the “conventional,” 
small builder using conventional methods has done the 
work, but some significant changes have occurred. 
Although the Lustron Corporation did not succeed in 
producing as many prefabricated homes as originally 
planned, other smaller manufacturers were moderately 
successful. Over 37,000 pre-fabs were shipped in 1949. 
Some prefabrication of parts of houses is also used in 
on-site mass production, exemplified by the Levittown 
development near New York City which has been respon- 
sible for a growing number of low-cost homes. A few 
cities have made progress in revising their building 
codes to make them consistent with the use of modern 
materials and techniques. The use of basic power tools 
has become more widespread even on so-called “con- 
ventional” projects. While it is extremely difficult to 
measure, there is some evidence that output per worker 
has been increasing since the end of World War II. 


Construction Materials 


With some interruption, construction materials output 
has been rising since the middle of 1949. In May and 
again in June the Department of Commerce’s composite 
index of construction materials rose above the previous 
post-war peak. Despite record production, however, the 
tremendous use of materials on the job and the attempt 
of distributors and retailers to replenish stocks have 
made the situation a very tight one. In recent weeks the 
attempts of some builders to accumulate sufficient 
materials to finish jobs already started and to avoid 
further price advances may have resulted in a “tele- 
scoping” of demands that ordinarily might be spread 
over a period of weeks or months. This may be respon- 
sible, at least in part, for apparent shortages of certain 
materials in many localities. Gypsum products, cement, 
and plumbing supplies are currently in short supply in 
the Philadelphia area; other cities report difficulty in 
obtaining adequate supplies of cement, millwork, and 
brick. The cement shortage in the Philadelphia area was 
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aggravated recently by labor-management disputes in 
several nearby plants at a time when heavy demands 
were being made for cement in the construction of the 
New Jersey turnpike and the eastern extension of the 
Pennsylvania turnpike. 

A recent survey made by the Construction Division of 
the Department of Commerce revealed that this kind of 
supply situation places comparative newcomers to the 
building industry at a disadvantage. Producers and dis- 
tributors seem to be giving preference to well-known and 
well-established contractors about whose credit standing 
there is no doubt. 


Public Construction 


During the first eight months of 1950, expenditures by 
Federal, state, and local governments accounted for 
about 25 per cent of all construction outlays. Leaving 
the current defense program aside, the Federal Govern- 
ment is always in the market for a certain amount of 
military building and conservation work, but in addi- 
tion to these and other routine expenditures the Federal 
Government has been building hospitals for veterans 
and industrial plants for atomic research and related 
production. The largest part of the public expenditure 


total, however, is accounted for by state, municipal, and 


county governments. The virtual cessation of construc- 
tion of many important community facilities during the 
war years and a substantial growth in population created 
a huge backlog of needs for public utilities, educational 
and other institutional buildings, highways, and other 
facilities. 

Public building and construction for the month of 
August affords a typical example of the uses to which 
public construction monies are being put. Of the total 
expenditures of $718 million, the largest slice—$300 
million—went for highways and the second largest slice 
—$97 million—was for educational buildings. These two 
categories together accounted for over half of the total. 
The remainder, in order of importance, was spent for 
conservation and development, sewer and water works, 
hospitals and institutions, and other non-residential 
building. 

Despite vast needs and the great sums of money 
which have been spent to meet them, it is probable that 
the current rate of public construction expenditure rep- 
resents a physical volume not much in excess of that 
of the early thirties. These expenditures have been grow- 
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ing steadily, but during the first half of 1950 the rate 
of expansion was slowed down. 


Private Non-residential Construction 

Commercial, industrial, and public utility construction, 
growing out of expenditures by business, account for the 
largest part of private non-residential construction. With 
much obsolete and run-down plant and commercial space 
in existence after World War II, and with funds readily 
available, the demand for this type of building was 
strong and its volume increased steadily from the end 
of the war until 1949. At that time, the leveling off of 
consumer demand and the expectation of lower construc- 
tion costs caused postponement and, in some cases, 
abandonment of plans for expansion and modernization, 
especially in industrial and commercial building. The 
pick-up in business activity in the latter part of 1949 
apparently brought about a reversal of this trend. As 
noted above, private, non-residential construction in the 
first eight months of 1950—most of which must have 
been planned during 1949—was still somewhat below 
that of the previous year, but contract awards rose and 
business indicated that it expected to increase its ex- 
penditures for new plant and equipment. As an article 
in the Business Review for June pointed out, the finan- 
cial position of business at the beginning of 1950 was 
such that it was able to take full advantage of the oppor- 
tunities presented by technological improvement and 
growing consumer markets. 


Housing 
The backbone of the construction boom is residential 
building. The Department of Commerce recently esti- 
mated that during 1946-1949, roughly 1.4 million dwell- 
ing units a year, including farm houses, “converted” 
apartment units, and some temporary quarters, had been 
added to the housing supply. This is far in excess of 
normal growth in the number of new households. The 
difference arises out of several factors. First, the back- 
log of needs for homes created by new family formation 
during the war; second, a very high rate of marriages 
immediately following the war; third, “undoubling” of 
families who previously lived together, and the steady 
creation of a larger number of new households made 
possible by higher incomes and easy mortgage terms. 
The first two factors are temporary, the third contains 
elements of a lasting nature. 

The market for new homes has been generally strong 
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since the end of the war. However, by the end of 1948, 
the most pressing housing needs had been met. “Scarcity 
premiums” on older homes had disappeared, thus reducing 
the temptation on the part of home owners to sell and 
repurchase a higher-priced new home; materials prices 
were no longer rising; the home buyer became quality- 
conscious. In the spring of 1949 many builders were con- 
cerned about the sizable inventory of new homes which 
remained vacant. 

The strength in the real-estate markets generally and in 
home building in particular in the fall and winter of 1949- 
1950 were surprising to most observers. By spring of 1950 
the word most used to describe the situation was “phe- 
nomenal.”’ A survey made by this Bank in cooperation 
with other local organizations has revealed that at the end 
of June there were virtually no newly finished, vacant 
single-family homes in low- and moderate-price classes 
in Philadelphia and its suburbs. Most new homes were 
being sold long before they were finished and many were 
being sold from blueprints. 

Why the change in 1949, and why the “phenomenal” 
new-home market in 1950? First of all, undoubtedly, 
better business conditions, higher incomes, and good 
employment prospects. The long-heralded depression 
had had its chance in 1949 and had been proved a dud. 
Consumers became convinced that building costs would 
not come down. Another reason may have been the 
increased availability of Government mortgage funds 
through the Federal National Mortgage Association and 
the resurgence in veteran buying. Still another reason 
may have been that the home builders had found out 
what the consumer wanted and could afford, and had 
built to fit the pocketbooks of the mass market. 

Who are the people who are buying all the new 
houses? Builders and real-estate brokers as well as outside 
observers ask themselves these questions daily. Informa- 
tion concerning the characteristics of today’s home buyers 
and the financial arrangements they make is fragmentary. 
The Department of Labor will soon publish some informa- 
tion on the subject, and the Bureau of the Census is col- 
lecting some comprehensive data on mortgage financing. 
In the meantime, the Federal Reserve’s Survey of Con- 
sumer Finances has given some clues: 

In 1949, the estimated 1 million existing and 600,000 
new homes that were sold averaged about $7,000; almost 

60 per cent of the buyers had incomes between $2,000 
and $5,000 a year; four out of five buyers, the survey 


indicated, used borrowed funds to some extent. Spend- 
ing units containing World War II veterans accounted 
for 40 per cent of all home purchases. The Federal 
Housing Administration adds some details on new single- 
family, owner-occupied homes mortgaged during 1949 
under Section 203 of the Housing Act—the average FHA 
valuation was $8,781 and the mortgages averaged 84 
per cent of the valuation; the average buyer’s total 
monthly housing expense was about $78. Market Survey 
reports that early in 1950, 50 per cent of all home sales in 
Philadelphia were financed with down payments of less 
than $1,000, 25 per cent with less than $500, and that vet- 
erans were buying higher-priced homes than non-veterans. 

The Philadelphia survey of new-home vacancies, men- 
tioned above, revealed some significant trends in home 
building which, although they are accurate only for 
Philadelphia, probably are indicative of the situation in 
other cities. Over 70 per cent of the one-family homes 
put under permit from October 1949 through May 1950 
sold for under $9,000. Only about 15 per cent had been 
in this price range in the previous year. Twenty-five 
per cent of the homes ranged in price from $6,000 to 
$8,000. This group included many 16’ x 28’ row airlite 
and one-story row homes—the “economy home” type of 
construction, which was barely getting started in this 
area early in 1949. The survey revealed that homes of 
this type were very much in demand. Small detached 
suburban homes in the $10,000 to $12,000 price bracket 
continued to be very popular. 

From these and other facts as well as from the general 
impressions of the market, it is clear that the housing 
boom has been sustained by the builders’ ability to reach 
an expanding market among the middle and, to some 
extent, the low-income groups. The combination of mod- 
erate price plus ease of financing has enabled the man 
who can afford $60 to $70 a month for housing to 
become a home owner. Present financing arrangements, 
in fact, have tended to make the price of a home a sec- 
ondary consideration. The monthly carrying charge and 
the amount of the down payment have become of para- 
mount importance. Time after time the builder or realtor, 
when he sees the response to his advertisement, says “We 
are not selling homes—we’re selling financing.” 


FINANCING THE BOOM 


The boom in the construction industry, therefore, has 
been paralleled by high levels of activity in institutions, 
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public and private alike, which are engaged in mortgage 
financing. The outstanding debt of owners of 1 to 4- 
family homes is now at a record level of approximately 
$40 billion—more than three times the amount owed 
in 1925. 

The volume of outstanding home mortgage debt is a 
product of several factors. It is, first of all, being in- 
fluenced by the number of houses being bought. Many of 
these are existing homes, but a large number are new; the 
number of homes started in the first half of this year 
was running at an annual rate nearly half again as 
great as the pre-war peak set in 1925. It is affected also 
by the cost at which these homes are bought; construction 
costs are now more than twice the level of 1925. Statis- 
tically, changes in the debt of home owners is the net result 
of new debts contracted minus debts being paid off. For 
the past few years the rate at which home owners have 
contracted new debt has approximated $11 billion an- 
nually, and in the first half of this year set a new record 
of $6.6 billion. The rate at which mortgages have been 
reduced has also been high, but not high enough to keep 
up with the new debt contracted. 


MORTGAGE DEBT ON 1 TO 4-FAMILY HOMES 
(Billions $) 


Reductions; Outstanding; Change 
in at end of i 
loans period 
4. 2 
28 


Ist half 1950. 

Sources: Home Loan Bank Board and Board of Governors of the Federal 
Almost three-fourths of this mortgage debt is owed to 
four types of institutions, and approximately two-fifths of 
it is covered by Government guarantees or insurance. 
Therefore, to describe the nature of this lending boom is 
largely to describe the activities of a small number of 
private and public institutions. 


Private Institutional Lenders 


The four types of institutions most active in home mort- 
gage lending are savings and loan associations, commer- 
cial banks, life insurance companies, and mutual savings 
banks. Savings and loan associations (including building 
and loan associations) are the only institutions primarily 
concerned with mortgage lending. They are engaged in 
the business of accepting savings, amounting to a net of 
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approximately $114 billion last year, and using these funds 
to make mortgage loans.. They are generally small and 
operate locally. Nevertheless, they hold nearly one-third 
of the total urban home mortgage debt and have been a 
growing force in the mortgage market. 

Life insurance companies, of course, are not primarily 
engaged in mortgage lending, but they receive huge 
volumes of savings annually and are constantly searching 
for investments which will provide the necessary safety 
and adequacy of yield. Unlike savings and loan associa- 
tions, insurance companies operate on a large scale and, 
accordingly, are important in the financing of large com- 
mercial properties and housing projects. In recent years, 
however, they have become increasingly occupied with 
financing small home loans guaranteed by the FHA or 
VA. Most of their loans are still made in their own or 
correspondent’s name but, with the development of the 
nation-wide market for insured mortgages, a growing 
proportion is being purchased. Insurance companies now 
hold one-sixth of the outstanding 1 to 4-family home 
mortgage debt, and the proportion is rising. 

The share held by mutual savings banks, on the other 
hand, has been declining. Mutual savings banks now hold 
9 per cent of the total urban mortgage debt as against 12 
per cent in 1939, partly because of restrictions which some 
states impose on the types and location of mortgages. Steps 
taken recently to liberalize these restrictions, however, may 
enable mutual savings banks to assume a larger part in 
the mortgage market. 


SIGNIFICANT CHARACTERISTICS OF 
MORTGAGE LENDING INSTITUTIONS 
United States, end of year 1949 


Savings Life Mutual | Commer- 
(Dollar figures in billions) and loan | insurance | savings cial 
associations | companies} banks 
609 
39 


Number of institutions 531 


n 
Net inflow of savings in 1949... $ 


Holdings of mortgage debt on 
1 to 4-family homes 


Per cent of total 1 to 4-family 
home mortgage debt held... . 


1 to 4-family home mortgages as 
a per cent of total earning 
assets 


Percen distribution of 1 to 
4-family home : 
Insured b: 
Insu 
Not insured or guaranteed. . 
* “— comparable with other institutions because commercial banks create 
its. 
x Total mortgages. Data for savings and loan are for insured associations. 
+ Member banks, Third Federal Reserve District. 
Sources: Home Loan Bank Board, Housing and Home Finance A, 


National Association of Mutual Savings Banks, and the Institute 
of Life Insurance. 
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Commercial banks are distinct from the other institutions 
basically in that they have the power to create deposits. 
This distinction is important inasmuch as deposits are the 
largest segment of the money supply and fluctuations in 
them can have a strong effect on business activity. Past 
experience has shown a definite tendency, moreover, for 
bank mortgage lending to aggravate rather than counteract 
swings of the business cycle. It has tended to increase 
more rapidly than in other institutions during boom 
periods and to decrease more rapidly during periods of 
contraction. 

At the end of June, member banks in the Third Federal 
Reserve District had $585 million,* or somewhat less than 
one-third of their total loans, in real-estate loans. In a 
great many banks, however, real-estate credit made up 50 
per cent or more of total loans. As might be expected, it 
is the small banks which make farm mortgage loans and 
there is some tendency for the larger banks to make the 
“other” mortgage loans, principally on commercial and 
industrial properties. Banks of all sizes, however, finance 
residential real estate, to the extent of about three-fourths 
of their total real-estate portfolios. 


IMPORTANCE OF REAL-ESTATE LOANS 
Member banks—Third Federal Reserve District 
June 30, 1950 


Size of bank 
Total deposits: 


Resi- 
den- 


der $2 million. 
"ae 5 million. . 
$5— 10 million. | 2. 
$10— 20 million. | 1. 
$20—100 million. | 
Over $100 million . 
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Commercial bank survey. In view of the impor- 
tance of commercial bank activity in the financing of 
residential real estate, the Federal Reserve System, in 
cooperation with the Comptroller of the Currency and the 
FDIC, has obtained new information on the nature of 
residential real-estate financing by commercial banks. 
Tabulations are available only for member banks in the 
Third Federal Reserve District and it is possible at this 
time merely to highlight the results of the survey. A 
more complete analysis which will enable banks to com- 
pare their portfolios with others of similar size and loca- 
tion will be made available later. 


* Classified in call reports as “loans secured by real estate."’ An additional 
ll million consisted of residential real-estate financing not secured by real 
estate. 


Taken as a whole, the lending policies of member banks 
in the Third District stand out clearly. Most of their 
residential real-estate lending is made up of home mort- 
gages, which amount to $386 million. A much smaller 
amount—$40 million—is in the form of construction 
loans, and a still smaller volume—$22 million—consists 
of loans to non-bank mortgage lenders. Over half of the 
total volume of their home mortgages is guaranteed. Of 
the remaining amounts in conventional mortgages, more 
than $8 out of $10 was in amortized mortgages... The 
average loan is small, amounting to about $3,700. 

This is the over-all picture of residential real-estate 
financing, but policies vary widely among banks. The 
relatively small country bank, for example, confines itself 
more directly to mortgages on 1 to 4-family properties 
than does the large city bank. While about one-half of its 
loans are guaranteed or insured, it is more disposed to 
lend on conventional non-amortized loans. In the very 
smallest banks (those with total deposits under $2 million), 
non-amortized loans comprise 15 per cent of total mortgage 
portfolios. Seven out of ten of these small banks have at 
least some of these loans and two out of five have over 40 
per cent of their total mortgages in this category. Even 
the larger banks in the small towns tend to make a larger 
proportion of non-amortized loans than do banks of sim- 
ilar size in larger communities. 

Like the small country institution, the larger city bank 
has most of its residential loans in home mortgages. But it 
tends to participate more actively in insured and guar- 
anteed loans, particularly G.I. mortgages. It also does 
much more financing of large-scale rental and sale proj- 
ects, as is of course to be expected since most of these 
large projects are carried on in large cities and can only 
be handled by large banks. A major difference in policy 
is that large banks are much more active in making con- 
struction loans than are the smaller banks. Whereas ap- 
proximately 8 out of 10 small banks have no construction 
loans whatever, practically all of the large banks do this 
type of lending and to the extent of 30 to 80 per cent of 
their total residential real-estate financing; in fact, eight 
large Philadelphia banks hold 60 per cent of all construc- 
tion loans outstanding in the Third Federal Reserve Dis- 
trict. These loans average over $100,000 in size. They 
are made under a great variety of procedures, but in 
essence the bank lends funds to the builder, paying out as 
construction progresses. The mortgage is eventually placed 
with the permanent mortgagee when the home is completed, 
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and the builder repays his loan at the bank. Some 
such arrangement is necessary in large-scale speculative 
operations where there is no direct and personal contact 
between the ultimate buyer of the home and the financing 
institution. 

The fact that there are virtually no so-called “construc- 
tion loans” in the small country bank, however, does not 
necessarily mean that builders are not financed either 
directly or indirectly by commercial banks. While some 
builders in small towns may have sufficient resources to 
finance themselves, or may be financed to some extent by 
their suppliers, homes are more likely to be built on a 
custom basis, and the home owner may get his financing 
directly from the bank through a mortgage and then pay 
the builder as needed. In some cases, a home owner will 
even borrow on a collateral note, eventually executing 
a mortgage when the home is completed. Thus what 
appears in small country banks as mortgages may also 
serve as the equivalent of construction loans. 
servers believe, however, that the volume of speculative 
building in the smaller communities would be much larger 
if banks were willing and able to extend the same kind of 
construction credit that the larger institutions supply in 
the large cities. 

Another striking difference in policies is that larger 
institutions finance to a much greater extent non-bank, 


Some ob- 


real-estate lenders. Such loans comprise a negligible pro- 


portion of real-estate financing in the small banks, but in 
the very largest banks (those with total deposits over $100 
million) it runs as high as one-fourth of their total real- 
estate loans. There may be fewer non-bank mortgage 
lenders in small towns and the banks may handle a larger 
proportion of the mortgage business. Large non-bank 
lenders are usually located in large cities and require 
financing which only large banks can supply. Thus, in 
Philadelphia for example, commercial banks supply mil- 
lions of dollars to provide mortgage companies with funds 
in the interim between the time the mortgage is made and 
the time when it is placed with a permanent investor. 


Government Activity in Home Financing 


The nature of Governmental activity in home financing 
can be classified in many ways but perhaps the most con- 
venient classification falls into four general groups. There 
is, first of all, the direct lending and subsidizing by the 
Federal Government, as in the current program of the 
Public Housing Administration and the activities of the 
Home Owners’ Loan Corporation in the 1930’s. A second 
type of activity is represented by the Home Loan Bank 
system, in which the Government has established per- 
manent credit institutions to provide funds to mortgage 
lenders. A third type embraces the guarantee and insur- 
ance operations of the Federal Savings and Loan Insur- 
ance Corporation, the Federal Housing Administration, 
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and the Veterans Administration. Finally, an activity 
which resembles some of the others but, in many respects, 
is distinct is performed by the Federal National Mortgage 
Association in providing a secondary market for insured 
and guaranteed mortgages. 

Direct loans or subsidies. The Public Housing Ad- 
ministration carries out a program of Federal financing 
assistance through loans and contributions to local public 
bodies for the purpose of providing low-rent public hous- 
ing, slum clearance and redevelopment. Activities under 
the Housing Act of 1949 have not as yet proceeded much 
beyond the issuance of some local housing authority 
bonds, but the slum clearance and redevelopment program 
is expected to proceed as planned despite the Korean hos- 
tilities. The public housing program, however, is limited 
by direction of the President to 30,000 construction starts 
during the last half of this year. 

Federal Home Loan Banks. A second type of Gov- 
ernmental activity is that of the Federal Home Loan Banks 
in providing credit to their member institutions, mostly 
savings and loan associations. Their advances to members 
take the form either of long-term advances up to 10 years 
secured by first mortgages or Government securities, or 
short-term advances up to one year, which may be un- 
secured. As supervisors of more than 3,800 member in- 
stitutions, they have recently acted to restrict inflationary 
pressures by reducing the amount their members may 
borrow to expand business, by limiting the amount of 
mortgages which members may sell in any calendar year, 
and by urging other policies to restrict appraisals and the 
expansion of mortgage debt. 

Guarantees and insurance. By far the most impor- 
tant activity of the Government in the mortgage field is its 
guarantee and insurance of loans. It also insures accounts 
through the Federal Savings and Loan Insurance Cor- 
poration. The effect of insurance in this case is to stabilize 
the lending institutions and the flow of savings into home 
financing. 

The effect of insuring or guaranteeing mortgage loans 
is much more complex. Loan guarantees influence both 
the demand and the supply of credit. They increase effec- 
tive demand by making some borrowers eligible for loans 
who otherwise would not be in the credit market. Through 
amortization, longer terms, and lower rates, guaranteed 
loans have enabled many borrowers to obtain funds who 
otherwise would not have been able to contract debt under 
the old practices. One result, particularly in the early days 


of the FHA, has been to improve lending standards and 
practices. Most important, however, was this: as long as 
resources were not fully employed the expansion in loans 
did not increase prices, but instead helped the economy 
to recover from the depression. In recent years, however, 
the effect of increased demand stimulated by loan guar- 
antees has had inflationary effects. 

Guarantees and insurance encourage an increase in the 
supply of credit through their protection of lenders against 
loss. Furthermore, some of the improved practices which 
have been fostered by Government guarantee programs 
will, in themselves, protect lenders and make them more 
willing to lend. Widespread use of amortization and the 
elimination of second mortgages are the most outstand- 
ing examples. However, to the extent that the loan guar- 
antee programs have made possible inflated appraisals, 
have reduced the amount of equity needed, and have 
lengthened the maturities of mortgage loans, they tend 
to increase the vulnerability of lenders to changes in the 
real-estate market. And lower interest rates and greater 
servicing expenses involved in amortized loans tend to 
reduce the returns to lenders. Thus some aspects of guar- 
antees have not acted to stimulate the supply of credit. 

There are a few major types of mortgage loans which 
the Government insures or guarantees. Under Title I of 
the National Housing Act, the Federal Housing Adminis- 
tration insures lending institutions against loss on loans 
made to finance home repair and modernization. Under 
Title II, the FHA insures the so-called Section 203 mort- 
gages on 1 to 4-family dwellings and Section 207 loans 
for rental projects. Under Title VI, the FHA until 1948 
insured Section 603 loans on 1 to 4-family homes and is 
still insuring Section 608 loans for rental projects. The 
Veterans Administration, of course, insures or guarantees 
home loans to veterans. 

The trends of the major types of loan insurance and 
guarantees are shown in the chart. 

Insurance of loans for repair and modernization made 
under Title I has increased substantially in the post-war 
period, but will be held down somewhat by the recent 
requirement of a minimum cash payment of 10 per cent. 
Insurance under Title II, Section 203, which provides the 
bulk of FHA activity rose very little early in the post-war 
period because appraisal policies were more restrictive 
than on other insured and guaranteed loans. It began 
to rise in 1948, particularly after the discontinuance of 
more liberal financing under Section 603, and continued 
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to increase through 1949. The provisions of Section 203 
were liberalized in 1948 to facilitate the transition 
from Section 603 financing, and eased again in April 
of this year. Section 603 insurance for loans on 1 to 4- 
family houses rose rapidly during 1947 and 1948 until 


Congress discontinued this program because it felt that. 


unduly liberal credit was thus being supplied. Section 608, 
under which rental housing had been financed, was con- 
tinued beyond April 1948 but further restrictions were 
placed on this type of financing. As a result of a pro- 
vision of the Housing Act of 1950, Section 608 financing 
will be discontinued when existing commitments are 
carried out. Greater activity is likely to take place in 
Section 207 loans. All FHA activity will tend to be re- 
stricted by the recent action which increased down pay- 
ments by 5 percentage points and froze appraisals for 
insurance purposes to costs as of July 1. 
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Mortgage guarantees by the Veterans Administration 
reached a peak volume in the fall of 1946, but activity 
fell off somewhat subsequently followed by a drastic de- 
cline in 1948. A number of forces were responsible: 
rising prices for homes cut more and more veterans 
out of the market; the 4 per cent interest rate on VA 
loans became increasingly unattractive to investors as 
yields on alternative investments rose; and the secondary 
market became tighter as the result of Congressional leg- 
islation affecting the Fedetal National Mortgage Associa- 
tion. By early 1949, VA activity had reached a low point, 
about equal to the level of mid-1946. Guarantees rose once 
again as building costs declined somewhat and more low- 
priced homes were started. The secondary market was 
liberalized and the rate on G.I. loans became more 
attractive when yields on alternative investments declined 
and the FHA lowered its maximum rate from 41% per cent 
to 414 per cent. The Housing Act of 1950, moreover, 
raised the maximum guarantee from 50 per cent to 60 per 
cent, the maximum amount from $4,000 to $7,500, the 
maximum term from 25 years to 30 years, and provided 
for direct loans to veterans in cases where 4 per cent 
financing was not available elsewhere. Although VA guar- 
antees of second mortgages are to be discontinued, the net’ 
effect of the Housing Act of 1950 was to liberalize credit. 
This has been counteracted to some extent by action pur- 
suant to the President’s message in July which calls for a 
minimum of 5 per cent down payment on all G.I. loans and 
freezes appraisals for guarantee purposes to construction 
costs as of July 1. 

Federal National Mortgage Association. A fourth 
type of Governmental activity is that carried out by the 
Federal National Mortgage Association in providing a sec- 
ondary market—that is, a re-sale market—for insured or 
guaranteed mortgages. Many primary lenders of VA and 
FHA loans are not interested in holding the mortgages as 
permanent investments so they sell them to other institu- 
tions. For a number of years the Government has shown 
an interest in facilitating the transfer of mortgages from 
primary to secondary investors with the view that some 
agency is needed to provide temporary assistance when this 
flow is obstructed. The secondary market began to become 
important after the war when the RFC Mortgage Company, 
which had for many years conducted secondary-market 
operations in FHA mortgages, bought VA mortgages. 

The RFC Mortgage Company was dissolved in April 
1948, however, and in July of that year the FNMA was 
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allowed to provide only a limited market for both G.I. and 
FHA loans. About a year later the terms under which it 
operated were liberalized and in October 1949 they were 
eased further. As the chart shows, purchases of VA loans 
rose rapidly and reached a peak in March 1950. Most of 
these were made under commitment to purchase, a pro- 
cedure which was felt necessary to encourage the flow of 
credit to veterans. In the Housing Act of 1950, however, 
Congress prohibited the practice of making commitments 
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believing that this procedure was contrary to the purpose 
of FNMA and that funds were really being used to pro- 
vide primary financing. Henceforth FNMA could buy 
mortgages only over the counter. This should have the 
effect of restricting purchases and, together with substan- 
tial sales of mortgages, will tend to have an anti-infla- 
tionary effect. This action is in line with the President’s 
statement of July 18, encouraging the FNMA to hold its 
purchases to a minimum and increase its sales. 


THE FUTURE OF THE BOOM 


The amount of construction of all types that has been done 
in the past five years has been large and the present rate 
of building is high. But if it were not for special conditions 
created by the Korean War there would be no indication 
that a slowdown is in prospect for the near future. With 
the construction industry now working at or very close to 
capacity, additional building required by the defense pro- 
gram will have to be accomplished by curtailing demands 
from both private and public sources. Shortages of 
materials and, later, shortages of manpower will probably 
make this necessary. 

Demands for highways and other community facilities by 
state and local governments are likely to be steady, and in- 
dustrial and commercial needs—aside from those directly 
required by the rearmament program—may expand. 

The housing situation is much more complex. During 
the coming year the desire for new homes undoubtedly 
will remain high. Larger incomes probably will offset any 
tendency for postponement of purchases due to the enlarge- 
ment of the armed services. But it now appears that there 
may be a lull in home building late this year which will be 
imposed from the builders’ side of the supply-demand 
equation. The Korean War caused a stampede to buy con- 
struction materials required to complete houses under way. 
Current starts are the result of plans made some time ago; 
planning for future building is being postponed until 
builders can gauge the cost-price and materials situations 
and until the mortgage finance picture is clarified. The 
result may be a drop in residential building activity which 
would be—temporarily—greater than that required by 
materials shortages or financial restrictions. 

How effective the recent “tightening up” of mortgage 
terms has been is difficult to say. Demand is not likely to 
be materially restricted by unwillingness or inability on 
the part of prospective home buyers to take on new debts. 
Personal incomes after taxes are higher than they have ever 
been. The ratio of mortgage debt to disposable incomes is 
still only 20 per cent, a figure which though considerably 
higher than that prevailing at the end of the war is still 
lower than during 1929 or the depression years. Moreover, 
the burden of the debt seems lighter because interest rates 
are lower, and loans are amortized over longer periods. 
In short, it is less painful to pay off a mortgage today. So 
important is the monthly payment, in fact, that many home 
buyers are not aware of the dangers of contracting long- 





term debts at inflated values. Any measure which would 
shorten the mortgage terms, and thus increase the size of 
monthly payments, would therefore tend to curtail the 
demand for credit. Another approach is to increase mini- 
mum down payments, as was recently done for FHA and 
VA loans. 

Restrictions on the flow of mortgage credit can also be 
effective if applied to the supply of credit. The Federal 
Reserve System’s policies affecting the over-all volume of 
bank reserves and the money supply provide an underlying 
basis for such anti-inflationary action. In the particular 
field of mortgage lending it appears that the most restric- 
tive measure imposed as a result of the President’s recent 
requests has been the freezing of costs as of July 1 as a 
basis for FHA and VA loans. 

The Defense Production Act of 1950, which was signed 
as this issue goes to press, gives the President authority 
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to restrict the volume of insured or guaranteed real-estate 
credit and to regulate all extension of credit for new con- 
struction started after August 3. The President or any 
agency he designates may exercise this authority by pre- 
scribing maximum loan values, minimum down payments, 
and maximum maturities. The President has given au- 
thority over Federally insured credit to the Housing and 
Home Finance Agency and over uninsured credit to the 
Board of Governors of the Federal Reserve System, with 
instructions to these and other agencies to coordinate 
action in this field. 

As the various forces at work on both the supply and the 
demand side tend to reduce activity in new housing, how- 
ever, inflationary pressures are likely to appear in the mar- 
ket for existing homes. We may soon begin to witness a 
recurrence of the rapid wartime turnover of homes at 
higher and higher prices with larger and larger mortgages. 
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CURRENT TRENDS 


The outbreak of fighting in Korea near the end of June had a visible effect on business in this district during July. Department 
store sales spurted as consumers went on a “scare-buying” spree. Industrial buying also increased and as a result of the com- 
bined pressure, wholesale and retail prices rose. Production, employment, and payrolls were considerably above 1949 levels 
as were bank loans, deposits, and investments. Construction maintained its vigorous pace. 


Although the demand for their products was greater, Pennsylvania factories did not expand their output in July. Shutdowns 
of plants for vacations were largely responsible for the failure to increase production. However, physical output was 10 per 
cent above that of July 1949. Heavy goods industries were especially busy; the vital rubber and iron and steel plants were 
working at about top speed turning out their much-sought-after products. The high level of production helped to keep fac- 
tory employment steady. A decline over the previous month in the number of workers in the heavy goods industries was off- 
set by increased employment in factories making nondurables. A strike sharply reduced employment in the automotive field. 
The combination of high employment and record weekly earnings pushed the value of payrolls far above that of last year. 


Department store sales, which had been slow in feeling the effects of the business boom, received a war-created “shot in the 
arm.” Scare buying on the part of the housewife was primarily responsible for the June to July sales increase of 16 per cent. 
The demand for such items as hosiery, household appliances, linens, and television sets which the consumer expected to be 
curtailed in the future was unusually strong. 


The surge of “protective buying” on the part of both the industrial consumer and the housewife fomented an almost immed- 
iate increase in prices during July. Led by higher food and farm product prices, the wholesale and consumer indexes for the 
United States rose 4 per cent and 1] per cent, respectively. In Philadelphia, the cost of food and housefurnishings advanced but 
the price of clothing remained unchanged. 


Investments of reporting member banks in this district declined in August, but loans, especially to businesses and consumers, 
advanced. Deposits are substantially above a year ago despite a slight decline in the past five weeks. In the country as a whole, 
the money supply and the turnover of demand deposits increased in July. Both showed fairly significant gains over a year ago. 
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CONSUMER CREDIT 


Sale Credit 
Third F. R. District 


Loan Credit 
Third F. R. District 
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Consumer prices 
United States 


Weekly Wholesale Prices—U.S. 
(Index: 1935-39 average = 100) 


Week ended Aug. 
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Source: U.S. Bureau of Labor Statistics. 
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